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Executive Summary
There are competing theories on the impact of tax policy on the economy. Many
policymakers believe that cutting income taxes stimulates the economy, while others believe that
tax cuts adversely affect the economy. Income taxes face the most opposition from governors
and legislators, despite generating huge amounts of revenue. However, whether policymakers
decide on cutting or raising personal income taxes, this can significantly affect state government
revenues—either negatively or positively, most especially states whose primary source of
revenue is personal income tax.
Recently, Tennessee and Kentucky passed major tax reforms in 2017 and 2018
respectively, with broadly different policy goals. Tennessee’s Hall income tax1 was phased out
and Kentucky’s personal income tax was lowered, while reforming policies towards income tax
deductions, credits, and exemptions. Theory suggests that some of these policies could have a
significant effect on revenue and taxpayers. This claim is examined using a case study approach
for both states to determine the effect these reforms had on the state revenues and taxpayers in
Kentucky and Tennessee. This study examines the impact of personal income tax on state
government revenues and analyzes the impact of tax cuts by comparing the economies of two
states: Kentucky and Tennessee. They are geographically within the same region. Kentucky is a
state in the Upland South region of the United states, bordered by Tennessee to the south, and
thus share the same demographics and other social economic characteristics.
The literature review focuses on studies on personal income tax, government revenue,
and economic growth. The paper also reviews the theoretical framework to include supply-side
theory and benefit theory. In addition, the paper reviews empirical studies relevant to the subject.

1

Hall income tax is a tax imposed only on individuals and other entities receiving interest from bonds and
notes and dividends from stock.
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The research design details the goals and methodology of the analysis utilizing secondary data
from the Kentucky Office of the State Budget Director, Kentucky Department of Revenue,
Tennessee Department of Revenue, US Bureau of Labor Statistics, and the US Census Bureau
for the data analysis.
The study finds that tax cuts have significant influence on government revenue, but
strong gains in sales and gross receipts were offset by declines in income and property taxes. The
study also finds that tax cuts shift the tax burden onto low-and-middle income families.
Additionally, Kentucky’s revenue system—though in need of revenue to keep up with the
economy—has a more balanced and reliable mix of revenue sources compared to Tennessee’s
revenue system.
The findings also showed that the economy of Tennessee fairs better than Kentucky’s in
terms of population and employment. In conclusion, personal income tax cuts impact
government revenues, but further research is needed to understand more reasons for the results
shown.
Introduction
There are competing theories on the impact of tax policy on the economy. Many
policymakers believe that cutting income taxes stimulates the economy, while others believe that
tax cuts adversely affect the economy. Policymakers are interested in strengthening economic
growth and creating jobs. To this end, they have seen taxes as a very effective tool in generating
revenue to achieve their aim. Countries of the world, either developed or developing, base
economic development on taxation, and, as such, it has become a major source of revenue
generation for funding government services. This explains why different countries have different
tax policies that enable them to explore various types of taxation and impose them on their

4
citizens for the purpose of strengthening revenue generation to consolidate their economy.
Similarly, in the quest for stimulating economic growth, state governments utilize their tax base
to generate revenue in providing public services to the taxpayers and residents.
State governments generate revenues from taxes such as the personal income tax,
corporate income tax, sales tax, excise tax, and property tax for funding public programs. Tax
fairness, which is a measure of a taxpayer’s ability to pay, can be determined to be either
progressive, regressive, or proportional. Taxes such as sales, excise, and property taxes are
regressive and require middle- to low-income earners to pay a much greater share of their
income in taxes. Personal income and corporate taxes are progressive and require low- to
middle-income earners to pay a fair share of their income in taxes. Almost every state relies on
some combination of regressive, proportional, and progressive taxes. In adding these taxes
together, the overall progressivity or regressivity of a tax system is determined by (1) the degree
of progressivity or regressivity of each tax within the system and (2) how heavily a state relies on
each tax.2
Personal income taxes are the largest source of tax revenue in the United States,
accounting for one-third (37 percent) of state tax collections in the fiscal year 2017 (FY 2017).3
Personal income tax is levied on wages, salaries, dividends, interest, and other income an
individual earns throughout the year. It is progressive and requires taxpayers to pay a fair share
of their income in taxes to support government services. In 1950, the personal income tax
accounted for only 9.3 percent of total state tax revenue. By 1970, the figure had risen to 19

2
Institute on Taxation and Economy Policy, Guide to Fair State and Local Taxes, March 3, 2011,
https://itep.sfo2.digitaloceanspaces.com/guide.pdf.
3

Katherine Loughead, State Individual Tax Rates and Brackets for 2020, February 4, 2020,
https://taxfoundation.org/state-individual-income-tax-rates-and-brackets-for-2020/.
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percent. By 2013, the tax constituted 36.5 percent of total state tax revenue, raising $309.5
billion and edging out sales tax as the largest source of tax revenues for state governments.4
A significant source of income differs from state to state. While some states impose a tax
on personal income, some other states do not have a personal income tax, and even other states
have a local income tax in addition to the state-level income tax. Forty-one states and the District
of Columbia levy a broad-based individual income tax. New Hampshire taxes only interest and
dividends, and Tennessee taxes only bond interest and stock dividends (Tennessee is phasing its
tax out and will completely eliminate it in 2021). Alaska, Florida, Nevada, South Dakota, Texas,
Washington, and Wyoming do not have a state individual income tax.5 States that impose a
personal income tax spend most of the income tax generated on education, health, and social
service programs. States rely mostly on their income tax for investment and economic
development. However, in states that levy a personal income tax, there is a decided political bias
against personal income taxes, with the most opposition coming from governors and state
legislators, despite income taxes producing tremendous amounts of revenue and enjoying
relatively widespread public support.6
While some states believe that personal income tax cuts are not a good strategy for
economic growth,7 policymakers of several other states believe that raising personal income tax

4

United States Census Bureau, 2013, as cited in David Brunori, State Tax Policy: A Political Perspective,
4 ed. (Lanham, MD: Rowman and Littlefield, 2016), 79.
th

5
Tax Policy Center, “The State of State (and Local) Tax Policy: How Do State and Local Individual
Income Taxes Work?” In Briefing Book: A Citizen’s Guide to the Fascinating (though Often Complex) Elements of
the US Tax System, 2020, https://www.taxpolicycenter.org/briefing-book/how-do-state-and-local-individual-incometaxes-work
6
7

Brunori, State Tax Policy, 7.

Michael Leachman and Michael Mazerov, “State Personal Income Tax Cuts: Still a Poor Strategy for
Economic Growth,” May 14, 2015, https://www.cbpp.org/research/state-budget-and-tax/state-personal-income-taxcuts-still-a-poor-strategy-for-economic.
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rates on the highest incomes is a good approach to strengthen their economies.8 Conversely,
states that do not impose any tax levies on personal income make up for lost potential revenue in
other ways. Such states ask residents and visitors to pay more sales tax on groceries, clothes, and
other goods, as is the case in Nevada.9
Furthermore, in states with no personal income taxes, sales taxes, one of the major
sources of revenue for such states, are regressive. They are levied at a flat rate and unavoidably
take a larger share of income from low- and middle-income families than they take from highincome earners. Ironically, depending on how bad state revenues might be during fiscal distress,
states without a personal income tax are quick to debate reinstating or adding new source of
revenue. More importantly, Alaska is debating on reinstating a personal income tax as a new
source of revenue due to a decline in oil revenue. A progressive personal income tax is said to be
valuable in the wake of the 2017 federal tax overhaul, which cut income taxes steeply for highincome earners. The state’s lawmakers hope to recapture some of the $340 million federal tax cut
windfall that they estimate the state’s top 5 percent of earners will receive.10
Having streams of revenue helps states fund major public services, balance budgets, and
stabilize “rainy day” fund reserves, needed to meet unforeseen circumstances. During this
unprecedented time, COVID-19 has had a negative fiscal impact on state revenues. The impact,
however, may be different and depend on each state's revenue structure. For instance, energyproducing states and those dependent upon tourism have experienced great impact, and states

8

Wesley Tharpe, “Raising State Income Tax Rates at the Top: A Sensible Way to Fund Key Investments,”
February 7, 2019, https://www.cbpp.org/research/state-budget-and-tax/raising-state-income-tax-rates-at-the-top-asensible-way-to-fund-key.
9

Adrian D. Garcia, “Is a State with No Income Tax Better or Worse?” May 27, 2019,
https://www.bankrate.com/finance/taxes/state-with-no-income-tax-better-or-worse-1.aspx.
10

Carl Davis, “Talking Taxes in Alaska,” Weblog, March 6, 2020, https://itep.org/talking-taxes-in-alaska/.
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with economies more reliant upon services have been hit harder.11 However, built-up rainy-day
funds will be helpful as COVID-19 takes its toll on the economy.
In light of the foregoing, the impact of raising personal income tax rates is evident in the
increasing substantial revenues generated to support investments in education, health, and
infrastructure, thus boosting the economy. Tax cuts, on the other hand, significantly decrease
revenues, thereby harming economic growth, and causing budget deficits, that lead to spending
cuts. States have experienced what can be called the “politics of antitaxation,” which has limited
state governments’ ability to raise revenue precisely when the demand for services and education
spending has increased.12
The question then becomes what is the impact of tax cuts on state government revenue?
Have states without personal income taxes outperformed states with income taxes? Has such tax
reform been fair to taxpayers? In other words, how can the impact of a progressive, fair, stable,
and equitable personal income tax be assessed in generating revenue after tax cuts?
This paper focuses on personal income taxes and analyzes the impact of tax cuts by
comparing the economies of two states: Kentucky and Tennessee. Hence, this study will
contribute to the existing academic literature on the impact of personal income taxes on states’
government revenues.
Literature Review
The personal income tax is a tax levied on wages, salaries, dividends, interest, and other
income an individual earns throughout the year. Personal income taxes are a source of revenue

11

Shelby Kerns, “The Pandemic’s Impacts on State Budgets – And What May Still Be to Come,” February
8, 2021, https://gfrc.uic.edu/the-pandemics-impacts-on-state-budgets-and-what-may-still-be-to-come/.
12

Brunori, State Tax Policy, 3.
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for state governments that impose income tax; it allows citizens to contribute their fair share
towards government services based on their ability to pay. It explains why high-income earners
pay a larger dollar amount, but not necessarily a larger percentage share, of their income in tax
than low-income earners. In addition, several features of the tax have contributed to its growing
importance in state budgets: acceptance by the citizens, consistent growth, and ease of
administration.13 However, many states have undermined the impact of their income taxes in
several ways. For example, the effect of antitax politics on state personal income taxes is one of
the major tax policy issues facing state governments. One issue being debated is whether tax cuts
are an effective strategy for improving the state’s economic growth and job opportunities. Such
debates have had an impact on state tax policy and revenues.
Kentucky Tax Reform
In 2018, the Kentucky legislature passed HB 366, a tax reform package that changed
Kentucky tax code. The tax reform was projected to raise $395.8 million in revenue for the state
and increase Kentucky’s ranking on the State Business Tax Climate Index from 33rd to 18th
nationally. The plan replaced the previous six-bracket individual income tax, with the highest
rate being 6.0 percent, with a 5 percent single-rate individual income tax. Broadening income tax
base by removing deductions and repealing the personal exemption credit ($10 per filer, $20 per
dependent). The current three-bracket corporate income tax, with its top rate of 6.0 percent, was
replaced with a 5 percent flat rate. The sales tax base was expanded to include select services,
phase out the inventory use tax credit, and raise the cigarette tax from 60 cents to $1.10 per

13

Brunori, State Tax Policy, 81–83.
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pack.14 Although, the plan provided a broader tax base while lowering rates, it was not without
opposition. The new flat rate of 5 percent for everyone caused small companies and citizens with
below-average incomes to face tax hikes, while higher earners received tax cuts.
Tennessee Tax Reform
Tennessee enacted its tax reform during their 2016 and 2017 legislative sessions. In 2016,
Tennessee lawmakers passed a bill that was signed into law by then Governor Bill Haslam to
reduce the Hall income tax rate on investment interest and dividends to 5 percent. Then in 2017,
the legislature passed another bill to phase out the Hall tax by reducing the rate to 4 percent in
2017, 3 percent in 2018, 2 percent in 2019, and 1 percent in 2020 before fully eliminating the tax
beginning January 1, 2021. Hall income tax was a Tennessee state tax on interest and dividend
income from investments. It was the only tax on personal income; therefore, as of January 1,
2021, the Hall income tax no longer exists, and the state does not levy a personal income tax of
any form on individuals.15
The tax reform was projected to improve the state’s rank on the State Business Tax
Climate Index from 11th nationally and place the state among the most competitive tax systems in
the country. Although this tax reform has been viewed as further simplifying Tennessee’s tax
code and making it more neutral and pro-growth, the repeal of the Hall tax income would

14
Morgan Scarboro, “Kentucky Legislature Overrides Governor’s Veto to Pass Tax Reform Package,”
April 16, 2018, https://taxfoundation.org/kentucky-tax-reform-package/.
15

Michael Lucci, “Tennessee’s Governor Lee Pushes to Clear Out Remnants of Income Taxation,”
February 10, 2020, https://taxfoundation.org/governor-bill-lee-tennessee-privilege-tax/.
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significantly reduce the revenues available to fund state and local public services and tilt
Tennessee’s highly regressive tax system even more heavily in favor of the wealthy.16
Government Revenue
Government revenue is the amount of money received by a government from taxes
(internal sources) and other revenues (external sources) to fund their expenditures. Tax revenue
includes income, sales, property, and corporate taxes while nontax revenue includes federal
grants, fines, and user fees, and dividends. In 2017, state governments collected $2.0 trillion of
general revenues. Taxes provided 48 percent of state general revenues, including 18 percent from
individual income taxes.17 The determining factors influencing the increase or decrease in
revenues from taxes collected by the government are economic (inflation, gross domestic
product (GDP), interest rates), political (tax policy), and social and demographic factors
(personal income, population). While increased revenue generated from income taxes can help
provide a budget surplus, stabilize reserve funds, and fund public services, reduced revenue can
lead to funding cuts to public services. Although income taxes fluctuate with changes in
economic activity, just as COVID-19 has recently adversely affected economic conditions and
negatively impacted state income taxes, income taxes are still a relatively stable source of
revenue compared to other types of taxes.

16

Institute on Taxation and Economic Policy, “Tennessee Hall Tax Repeal Would Overwhelmingly Benefit
the Wealthy, Raise Tennesseans’ Federal Tax Bills by $85 Million,” February 2016,
https://itep.sfo2.digitaloceanspaces.com/TN-Hall-Tax-Repeal.pdf.
17

Urban Institute, “State and Local Government Revenues,” in State and Local Finance Initiative, 2007,
https://www.urban.org/policy-centers/cross-center-initiatives/state-and-local-finance-initiative/state-and-localbackgrounders/state-and-local-revenues.
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Economic Growth
Economic growth is an increase in the production of goods and services over time.
Economic growth can be measured as the percent rate of increase in real gross product (GDP)
per capita income. It has been described as a growth in potential GDP determined by growth in
the potential labor force and growth in potential labor productivity, which, in turn, grows through
native population growth and immigration.18 Policymakers of some states that have attributed tax
cuts to economic growth and job creation have not seen growth; rather, they have had slower job
growth and have seen a decline in the share of national employment.19 Tax cuts do not grow the
economy, but well-conceived tax, regulatory, and public investment policies can complement
labor force growth and private investment in expanding potential GDP.20 While income tax
revenue has the potential for economic growth, state capacity to stimulate economic growth
should not be limited to taxes. State governments should invest in human capital, infrastructure,
and a public-sector investment that could contribute to long-run economic growth.
Theoretical Framework
Economists and political theorists have put forward theories to serve as a policy for stable
economic growth. For the purpose of this study, supply-side theory and benefit theory—the
theoretical model on which the study is built, will be reviewed.

18

Chad Stone, “Economic Growth: Causes, Benefits, and Current Limits,” April 27, 2017,
https://www.cbpp.org/research/economy/economic-growth-causes-benefits-and-current-limits.
19

Leachman and Mazerov, “State Personal Income Tax.”

20

Stone, “Economic Growth.”
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Supply-Side Economic Theory
Supply-side theory indicates that increased production drives economic growth;
consequently, it advocates tax cuts and deregulation to grow the economy. The economic
concept holds that increased production leads to economic growth based on three ideas: tax
policy, regulatory policy, and monetary policy. The Laffer curve has formed the basis for a
supply-side economy—a relationship between tax rates and government revenue.21 According to
Laffer, lowering tax rates causes higher population growth and higher economic growth, but the
Institute on Taxation and Economic Policy (ITEP) argues that tax cuts do not always translate to
increased growth.22
Benefit Theory
Benefit theory indicates that whoever benefits the most from the government should pay
the most taxes. The principle would be effective if the government could determine how much
individuals should pay for services enjoyed, but there are also limits to its application. The
arguments against the benefit theory include the following: (1) payment of tax is mandatory and
compulsory, but benefit theory is contrary to the principle of general tax policy; (2) benefits
enjoyed by a particular individual every year from public services such as education, health care,
and public safety cannot be estimated; therefore, requiring payment on the benefits derived is not
easily measured or justifiable; and (3) practical application of this theory means it will place a
burden on the poor since they will have to pay more because they benefit more from the public

21
Arthur Laffer, “The Laffer Curve: Past, Present, and Future,” June 1, 2004,
https://www.heritage.org/taxes/report/the-laffer-curve-past-present-and-future.
22

Arthur B. Laffer and Stephen Moore, Taxes Really Do Matter: Look at the States, 2012,
http://1ttd918ylvt17775r1u6ng1adc-wpengine.netdna-ssl.com/wp-content/uploads/2012/10/2012-09TaxesReallyDoMatter-LookAtTheStates-LafferCenter-final3.pdf.
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services received from the state. Benefit theory is contrary to the principles of justice, equity, and
fairness.23 According to the National Conference of State Legislatures, the principles of highquality state tax revenue system requires sound policies to treat individuals fairly, equitably, and
justifiably.24 Overall, taxes are viewed as a compulsory transfer of resources from the private
sector to government that generally does not entitle the taxed person or entity to a quid pro quo
in return.25
Empirical Studies
Several studies have been conducted on the impact of personal income tax cuts on state
government revenues. The following information reviews the empirical studies relevant to the
subject.
Brunori examines and analyzes the critical tax policy issues facing state governments. He
states that income taxes face the most opposition from governors and state legislators, despite
generating huge amounts of revenue. Their opposition is grounded in the belief that (1) people’s
wages should not be taxed, (2) income taxes deter economic growth, and (3) income taxes place
their states at a competitive disadvantage. The study found that constant political pressure faced
by the personal income tax in recent times is due to recent changes—tax cuts— that have made
state personal income taxes less progressive resulting in a significant impact on revenue.26

23

Institute on Taxation and Economic Policy, Guide, 6
National Conference of State Legislatures, Principles of a High-Quality State Revenue System, 4th ed.,
June 2001, updated June 2007, https://www.ncsl.org/research/fiscal-policy/principles-of-a-high-quality-staterevenue-system.aspx.
24

25

L. E. Burman and J. Slemrod, Taxes in America, 1st ed. (New York, NY: Oxford University, 2013).

26

Brunori, State Tax Policy.
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Brunori states that successful opposition to a personal income tax likely persists because
states without income taxes have other significant sources of income. For instance, Nevada and
Florida rely heavily on revenue raised from tourism to support their public services. In Alaska,
South Dakota, Texas, Washington, and Wyoming, various severance taxes from natural
resources (e.g., timber, petroleum, and minerals) account for large percentages of tax revenue.27
Brunori observes,
More recently, declining oil prices have led to a significant drop in severance tax revenue
for states that produce oil and natural gas. From 2014 to 2015, the average price of crude
oil dropped from $93 to $49 per barrel. For Alaska, whose budget heavily depends on
revenue from its crude oil production, this meant that severance tax revenue declined by
$2.2 billion dollars, or 85 percent. Other states, like North Dakota and Oklahoma, saw less
sharp declines but still face budgetary shortfalls as a result.28
This information describes the situation of Alaska, North Dakota, and Oklahoma.
Additionally, states without a personal income tax tend to pay more sales tax on goods.
For instance, Tennessee had the highest combined sales tax rate in the country in 2019.29 As a
result of its heavy reliance on sales taxes and lack of a broad-based income tax, Tennessee has
the seventh most regressive revenue system in the country.30
Leachman and Mazerov have shown five states—Kansas, Maine, North Carolina, Ohio,
and Wisconsin—that cut personal income taxes by large amounts in recent years in hopes of
boosting their economies. However, they have not experienced economic growth, but, in turn,
they have seen slower growth in the private sector gross domestic product (GDP). They have

27

Brunori, State Tax Policy.

28

Brunori, State Tax Policy, 116.

29
Janelle Cammenga, “State and Local Sales Tax Rates, Midyear 2020,” July 10, 2019,
https://taxfoundation.org/state-sales-tax-rates-local-sales-tax-rates-midyear-2019/.
30

Samuel Stebbins and M. Sauter, “Tourism, Energy and Other Industries Help Offset Lack of Income
Taxes in These States,” USA Today, March 17, 2020, https://www.usatoday.com/story/money/2020/03/17/taxes2020-states-with-no-income-tax/111413466/.
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also shown slower private-sector job growth than the United States as a whole since their tax cuts
took effect.31
Tharpe researched a way to fund key investments through state income taxes. The study
shows states that adopt a policy to raise personal income tax can generate substantial revenue for
public investments that boost a state’s productivity in the long run, without harming short-term
economic growth. Further, the author reports that in six of eight states, including the District of
Columbia, that enacted millionaires’ taxes since 2000, private-sector economic growth met or
exceeded that of neighboring states. Seven of the eight states had per capita growth in personal
income at least as strong as nearby states, and five of the eight states added jobs at least as
quickly as their neighbors. Only one state that raised its income tax rates, Connecticut,
experienced markedly weaker growth than its neighbors, likely for reasons other than state tax
levels.32
The American Legislative Exchange Council (ALEC) reports that nine states—Alaska,
Florida, Nevada, South Dakota, Texas, Washington, and Wyoming—without a personal income
tax, including New Hampshire, have consistently outperformed on GDP growth, employment
growth, and in-state migration compared to the states with the highest taxes on personal
income.33 Mazerov, a senior fellow at the Center on Budget and Policy priorities, has been
skeptical about ALEC’s findings. According to Mazerov, there is no compelling evidence that
states without income taxes are outperforming states that have them or even have relatively high

reform.

31

Leachman and Mazerov, “State Personal Income Tax.”

32

Tharpe, “Raising State Income Tax Rates.”

33

The American Legislative Exchange Council, “Tax Reform,” 2020, https://www.alec.org/issue/tax-
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rates.34 Rather, states that have personal income taxes will help preserve and enhance investment
in education, health care, roads, bridges, and other infrastructures, thereby boosting inclusive
economic growth and the well-being of their residents.
Institute on Taxation and Economic policy (ITEP) indicates that income taxes are
sometimes more volatile over the short run than sales taxes, but this is not always the case. In the
long run, virtually any income tax, whether flat or graduated, will outperform sales taxes in
keeping pace with the cost of funding public
investments.35 In other words, the personal income tax is the most reliable source of revenue to
fund public services. In contrast, Lavine argues that an income tax is a staple of a mature and
balanced tax system. He states that, inevitably, to operate a modern and well-run state, sales
taxes just are not as elastic as income tax. In recession, non-income tax states get hit sooner than
other state economies, and they stay down longer. An income tax helps offset regressivity and
performs better over the long run than a sales tax.36
Mertens and Ravn estimate the dynamic effects of changes in taxes in the United States
and apply them to quarterly post-World War II data in the United States. Their analysis,
distinguishing between personal and corporate income taxes, shows that changes in taxes have
important consequences for the economy. The authors of this study find cuts in average personal
income taxes lead to a reduction in tax revenues but raise employment, consumption, and
investment. Corporate tax cuts, however, boost investment, have no significant impact on

34

Michael Mazerov, “State Taxes Have a Negligible Impact on Americans’ Interstate Moves,” rev. May
21, 2014, https://www.cbpp.org/research/state-budget-and-tax/state-taxes-have-a-negligible-impact-on-americansinterstate-moves.
35
36

Institute on Taxation and Economic Policy, Guide, 40.

Andy Kim, “The Politics Behind Not Levying Personal Income Taxes,” October 2010,
https://www.governing.com/archive/politics-behind-not-levying-personal-state-income-taxes.html.
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revenues because of its elastic response to the tax base, do not affect or even lower private
consumption, and have no immediate effect on employment.37 Specifically, the study finds that a
1-percentage-point cut in the average personal income tax rate raises GDP per capita by 1.4
percent in the first quarter and by 1.8 percent after three quarters.
Davis and Buffie compared the economic performance of nine states without broad-based
personal income taxes to their mirror opposites. The nine states had levied the highest top
marginal personal income tax rates throughout the last decade. The study’s broad finding shows
that states with the highest top tax rates are experiencing more favorable economic conditions
than the states without income taxes. States without personal income taxes levy higher overall
taxes on the poor, due largely to their reliance on regressive sales and excise taxes to fund public
service. The findings do not suggest that higher state income tax rates are causing faster growth
but refute the claims that income tax cuts will lead to economic growth.38
William and Samwick assessed the effects of income tax changes on economic growth.
Their study concludes that tax cuts not financed by immediate spending cuts will have little
positive impact on growth. The study also states that the net effect of tax cuts on growth is
theoretically uncertain and depends on both the structure of the tax cuts and the timing and
structure of financing.39

37
Karel Mertens and Morten O. Ravn, “The Dynamic Effects of Personal and Corporate Income Tax
Changes in the United States,” American Economic Review 103, no. 4 (June 2013): 1213–47.
38

Carl Davis and Nick Buffie, Trickle-Down Dries Up: States without Personal Income Taxes Lag behind
States with the Highest Top Tax Rates, The Institute on Taxation and Economic Policy,
https://itep.sfo2.digitaloceanspaces.com/trickledowndriesup_1017.pdf.
39

William G. Gale and Andrew A. Samwick, Effects of Income Tax Changes on Economic Growth,
abstract (Washington, DC: Brookings Institution, February 1, 2016), https://www.brookings.edu/research/effects-ofincome-tax-changes-on-economic-growth/.
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Economists at the University of Kentucky’s Center on Business and Economic Research
examined the impact of various factors on Kentucky’s and its neighboring states’ economic
growth. The study found individual and corporate income taxes, as a share of the economy, do
not have a statistically significant impact on states’ economic growth. The authors conclude that
the individual and corporate income tax factors studied depend in significant part on the
investments made with state tax revenue.40
Laffer and Moore argued that states without personal income taxes have consistently
outperformed states with the highest income tax rates, which had experienced low population
growth and slower job growth.41 However, the claim by Laffer and Moore has been critiqued by
ITEP. ITEP states that Laffer and Moore rely on cherry-picked metrics of economic growth that
are closely related to population trends. Laffer and Moore incorrectly asserted that tax policy is
the major cause behind migration trends that fueled economic growth. In contrast, ITEP argues
that states that levy personal income taxes have seen more economic growth per capita, higher
median income, and similar unemployment rates to states without income taxes.42 More
fundamentally, states without income taxes decide not to levy them because of unusual economic
advantages at their disposal that allows the states to raise revenue in other ways.
Mazerov states that the reason the reduction in state income taxes is unlikely to speed
economic growth is that people infrequently move between states and rarely make decisions
about where to live based on state income taxes. People move for better job opportunities or less
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expensive housing reasons.43 Therefore, the study shows that state taxes have little to no effect
on interstate. migration. Furthermore, study findings show income tax cuts are not targeted to
business owners. They are not even a cost-effective subsidy for businesses.44
Across the studies presented, there is consistent evidence that cutting or eliminating
income taxes will not stimulate economic growth. Further, the reduction in income taxes has not
worked particularly well in the past for states that adopted such tax reform. Nevertheless, this
study examines the significant impact personal income taxes is having have on revenues of two
states: Kentucky and Tennessee. Moreover, Tennessee recently eliminated its personal income
tax on investment interest and dividends (Hall tax) on January 1, 2021. This study will look into
the effect such a tax policy decision is having on the revenue of the state. For instance, changed
tax policy might increase revenue risk (possible loss of revenues resulting from a decline in the
revenue base) due to volatility of a revenue source.
Research Design
The study seeks to analyze and examine the possible impact of personal income tax cuts
on state government revenues by exploring three main questions:
1. What is the impact of tax cuts on the revenue of Kentucky?
2. Has tax cut reform been fair to taxpayers?
3. Has the economy in a state without a personal income tax (Tennessee) performed
better than a state with an income tax (Kentucky)?

43
44

Mazerov, “States Taxes.”

Anna Baumann, “Research Shows Disconnect between States’ Job Creation Policies and Real-World Job
Growth,” February 3, 2016, https://kypolicy.org/research-shows-disconnect-between-states-job-creation-policiesand-real-world-job-growth/.

20
The study uses a qualitative research design with a case study method. A case study
method is an in-depth examination of an event, area, or organization that enables the researcher
to answer how and why questions.45 It is an empirical inquiry that investigates a contemporary
phenomenon within its real-life context when the boundaries between phenomenon and context
are not clearly evident and in which multiple sources are used.46 The data analysis uses
descriptive analysis. A descriptive analysis helps describe, interpret, and summarize data in a
meaningful way.
Data Collection
The study utilizes secondary data sources to collect yearly tax revenue information
from the Kentucky Department of Revenue, the Kentucky Office of the State Budget Director,
and the Tennessee Department of Revenue. Tax distribution data was gathered from the Institute
on Taxation and Economic Policy. In addition, population, unemployment rate, and household
income data were pulled from the US Bureau of Economic Analysis, the US Census Bureau, and
the US Bureau of Labor Statistics. Data collected from the Kentucky Department of Revenue is
limited to General Fund revenue. General Fund revenue is Kentucky’s primary pool of tax
generated revenue within the state.
Revenue Data
Data collected from the Kentucky Department of Revenue reports (KY Annual report,
2016–2020) provides information on the total revenue and total income from tax revenue for the
period and is used to examine the annual revenue growth rate. Data on total state expenditure,
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per capita income, as well as the total amount allocated for public programs, such as education
and health, among others, were collected from the Kentucky Office of the State Budget Director.
Adequate funding of public services that are vital to a state’s economic success is important.
Hence there is a need to assess the impact of tax cuts on the financial health of the state.
Tax Distribution
Data on income group tax distribution was collected from the Institute on Taxation and
Economic Policy (ITEP). This data Offers detailed information on the distribution of Kentucky’s
and Tennessee’s tax systems. For this research, tax distribution data from ITEP was used to
analyze the effect of income tax cuts on low-income and high-income taxpayers for fairness.
Economies of States
Data on the unemployment rate between 2015 and 2019 was collected from the US
Bureau of Labor Statistics. Population data from 2010 to 2019 and household income data
between 2005 and 2019 were collected from the US Census Bureau. These data provide a
comparison of growth rates in both Kentucky and Tennessee over the years studied to determine
whether the economy of a state without an income tax performs better than a state with an
income tax.
Significance of Study
Additionally, the study is significant for three reasons. First, since the impact of a
personal income tax is evident in the substantial revenues generated for investments in education,
health, and infrastructure, the need to investigate the impact on revenues is crucial. Second,
income tax revenues have the potential to grow the economy, but state capacity to stimulate
economic growth should not be limited solely to taxes. Third, the study is significant because of
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its policy implications on both tax fairness and overall tax revenues. The above three areas are
addressed in the study. Further, this study is not subject to the University of Kentucky’s
Institutional Review Approval board review and approval process due to the nature of the
research being conducted.
Data Analysis
Revenue
The first purpose of this study is to explore the impacts of income tax cuts on the revenue
of Kentucky using revenue reports from fiscal years (FY) 2016–2020. General revenues, such as
taxes of all kinds and transfers between government and business-type activities, often make up
the bulk of a government’s revenues. In 2019, Kentucky’s second largest revenue by fund source
at $11.4, or 32 percent, comes from taxes collected by the General Fund of the state. Individual
income and sales taxes were the two largest sources of state tax revenue and combined
comprised three-fourths of General Fund revenue. Of the total revenue, individual income tax
represents 40 percent, sales and use tax represent 34 percent, and corporate income tax represents
5 percent.47 The state’s individual income tax revenue decreased by $58.9 million from the
previous year due to the tax changes that reduced the six-bracket individual income tax, with a
top rate of 6.0 percent, to a 5 percent single rate structure. Sales and use tax increased by $331.9
million, from the prior year, as a result of the sales tax base expansion to include select services.
Other sources of revenue for the state are property taxes, cigarettes taxes, coal severance taxes,

47
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the lottery, limited liability entity tax (LLET), and others. Figure 1 shows the General Fund
revenue sources in 2019.

General Fund Revenue By Source
2019
3%
6%

5%

2% 1% 7%

Individual Income

2%
40%

Sales and Use
Property
Corporate Income
LLET

34%

Cigarette
Lottery
Coal Severance
Other

Figure 1: General Fund Revenue Sources, 2019 (Data from Kentucky Department of Revenue)

Examining Kentucky’s fiscal performance between FY 2016 and 2017, the total revenue
increased by approximately $139 million—from $10.3 billion in 2016 to $10.5 in 2017—a 1.3
percent increase. In 2018, total revenue increased by $360 million, or 3.4 percent, from $10.5
billion in 2017 to $10.8 billion in 2018. Between FY 2018 and 2019, total revenue in Kentucky
increased by approximately $554 million—from $10.8 billion in 2018 to $11.4 billion in 2019.
This change represents a 5.1 percent increase. In the course of tax reform, the state’s general
fund revenue exceeded estimates by $194.5 million, or 1.7 percent, from $11.2 to $11.4 billion.
Although, general fund collections declined 2.6 percent, strong gains in sales and gross receipts
were offset by a decline in the income and property taxes. Between FY 2019 and 2020, total
revenue increased slightly by $174 million, or 1.5 percent, from $11.4 billion in 2019 to $11.6
billion in 2020. Figure below provides the trend of revenue growth rate pre- and post-tax reform.
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General Fund Revenue Growth, 2016-2020
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General Fund Appropriation
Since the General Fund is Kentucky’s main source of revenue, General Fund
appropriations are a good place to assess the significant contribution of tax reform to funding
public services. Between fiscal year 2016-2018, Kentucky invested $22.4 billion on vital public
services; between 2018-2020, state-funded public services increased by $1 billion—from $22.4
billion to $23.4 billion. This represents a 4.4 % increase. Between 2016-2018, spending on P-12
education and post-secondary education comprised just over half, or 55%, of General Fund
expenditures, Medicaid expenditures represent 17%, criminal justice expenditures represent
11%, human services expenditures represent 7%, and other expenditures represent 10%. Between
2018-2020, spending on P-12 education and post-secondary education again comprised just over
half, or 53%, of General Fund expenditures. This represents a 1% decrease from 2016-2018;
Medicaid expenditures represent 17% (remaining unchanged), criminal justice expenditures
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represent 12%, human services expenditures represent 7%, and other expenditures represent
11%. Overall, Kentucky is investing less in public services between 2018 and 2020.48 Figure 2
below, shows how the General Fund was appropriated from 2018-2020.

Fund Appropriation
2018-2020
43%

17%
12%
P-12 Education

Medicaid
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Figure 2: General Fund Appropriation, 2018-2020 (Data from Kentucky Office of the State Budget Director)

Tax Distribution
The effect of income tax cuts on low-to middle-income families and high-income
families was examined for fairness. As Figure 3 shows, the top 5 percent of families in Kentucky
pay only 6.7 percent income tax in state and local taxes. Middle-income families, 60 percent of
the population, pay 11 percent, and the poorest 20 percent of the population pay 9.5 percent. The
top 5 percent of Tennessee families pay only 2.8 percent. Middle-income families, 60 percent of
the population, pay 8.4 percent, and the poorest 20 percent of the population pay 10.5 percent.
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Tennessee’s low-income group pays more percentagewise in taxes compared to Kentucky’s lowincome group due to Tennessee’s heavy reliance on sales taxes and lack of a broad-based income
tax.

Share of Family Income Paid in State and
Local Taxes
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Lowest 20%
0.0%
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2.0%

4.0%
Tennessee

6.0%

8.0%

10.0%

12.0%

Kentucky

Figure 3: Share of Family Income (Data from Institute on Taxation and Economic Policy)

Economic Growth
This section presents the analysis of the demographic and economic environment in
which the governments of Kentucky and Tennessee operate. Also, it provides information that
can be compared over time and across governments in determining whether the economy of a
state without an income tax performs better than a state with an income tax. The following
factors were analyzed: population, household income, employment, and revenue system.
Population
Population is an important socioeconomic factor to be considered when examining a
state’s economic performance. Increase in population brings about increase in revenues and
development. According to Kentucky and Tennessee statistics, the population estimate for 2019
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was 4,467,673 and 6,829,174, respectively. Between 2018 and 2019, the population of Kentucky
grew from 4,461,153 to 4,467,673, a 1.46 percent decrease while Tennessee’s population grew
from 6,771,631 to 6,829,174, an 8.50 percent increase. Over the past ten years, Kentucky’s
population increased approximately 3.0 percent, and Tennessee’s population increased by 7.6
percent. As a state becomes more economically developed, the well-being of its citizens
improves in numerous ways, include health, education, security, and self-sufficiency. A large
population has the potential to be a great economic development driver. The more people a
government has, the more work is done; the more work is done, the more value (in terms of
money) is created. Population, per se, is of no concern in a state with abundant resources and
money. Figure 4 shows the population growth in Kentucky and Tennessee from 2010 to 2019.
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Figure 4: Population Growth (U.S. Census Bureau, 2010-2019)

Household Income
One key measure of household income is the real median level, meaning half the
households have income above that level and half are below, adjusted for inflation. According to
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the census, households in Kentucky had a median income of $52,295 in 2019, an increase of
$342 or 2.7 percent from $51,158 in 2018, which is below the median U.S. household income of
$65,712 in 2019. By comparison, the households in Tennessee had a median household income
of $56,071 in 2019, an increase of 5.2 percent from $53,324 in 2018, that is also below the
median U.S. household income of $65,712. Higher household incomes could be a good indicator
a government’s economy.49 Kentucky’s and Tennessee’s per capita income are estimated to be
$43,770 and $52,049, respectively. Housing is the biggest factor in the cost of living. Cost of
living indices are based on a U.S. average of 100. Having a cost of living index below 100 means
Kentucky and Tennessee are less expensive states than the U.S. average. Kentucky’s and
Tennessee’s costs of living indices are 83.6 and 87.6, respectively. Therefore, it cost less to live
in Kentucky and Tennessee than it does on average in other parts of the United States. However,
Tennessee’s cost of living is slightly more expensive than that of Kentucky. Figure 5 shows how
the median household in Kentucky and Tennessee compare to that of the average household in
the United States.
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United States Census Bureau. “Quick Facts: Median Household Income.” 2019.
https://www.census.gov/quickfacts/fact/table/US/PST045219.

29

Median Household Income
$70,000
$65,712

$60,000
$50,000

$56,071

$52,295

$40,000
$30,000
$20,000
$10,000
$0
Kentucky

Tennessee

United States

Figure 5: Median Household Income: Kentucky, Tennessee, and U.S. (U.S. Census Bureau, 2019)

Figure below provides the trend of median household income of both states.
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Employment
The number of employed Kentuckians for 2019 was 1,983,577. This figure was up
14,966 from the 1,968,611 employed in 2018. The year 2019 saw a 0.4 percent increase in job
creation despite a tightening labor market in certain fields. Nonfarm employment increased by
8,600 to 1,938,700 jobs. However, in 2019, Kentucky’s unemployment rate of 4.3 percent was
well above the national unemployment rate of 3.7 percent. A downward trend in Kentucky
unemployment has been observed since 2010. From 2010 to 2019, 124,027 fewer individuals
were unemployed than ten years ago. The unemployment rate reached a low of 4.3 percent in
2019 from a high of 5.4 percent in 2015.
Tennessee’s nonfarm employment increased 1.9 percent from 2018 to 2019, adding
58,800 jobs. In 2019, Tennessee’s unemployment rate of 3.5 percent was well below the national
unemployment rate of 3.7 percent. Tennessee’s unemployment rate dropped to 3.5 percent from
5.9 percent from 2015 to 2019, a decrease of 3.1 percent.
This analysis shows that Kentucky’s unemployment rate was higher than Tennessee’s in
all years reviewed except in 2015. In 2019, Tennessee’s unemployment rate reached a low of 3.5
percent, while the national unemployment rate fell to 3.7 percent. During 2019, Kentucky’s
unemployment rate was 4.3 percent. Except in 2015, Tennessee’s unemployment rate was lower
compared to national unemployment rates, reflecting the positive economic strength of the state.
Figure 6 shows the comparison of Kentucky’s and Tennessee’s and the United States’
unemployment rates.50
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UNEMPLOYMENT RATES
Tennessee

United States

2015

2016

2017

2018

3.70%

3.50%

4.30%

3.90%

4.40%

3.70%

3.00%

4.10%

4.90%

4.70%

4.80%

5.10%

5.00%

5.40%

5.90%

Kentucky

2019

Figure 6: Unemployment Rate (Bureau of Labor Statistics, 2019)

Revenue Source
Tennessee’s primary source of revenue is sales tax. Sales taxes influences decisions the
state makes about taxation and investments, since it comprises 60 percent of Tennessee’s
General Fund revenues. Tennessee’s lack of a broad-based income tax means that it relies more
heavily on other revenue sources.51 Corporate income taxes contribute 16 percent to the state’s
General Fund revenue. This is twice three times Kentucky’s 5 percent amount in corporate
income taxes received in 2019. In fact, Tennessee’s business taxes are higher than Kentucky’s.
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Tennessee’s business taxes rank 3rd in the nation per capita as compared to Kentucky’s is 32nd
ranking. Further, Tennessee’s 6.5 percent top corporate income tax rate is higher than
Kentucky’s 5 percent rate.52 Conversely, Kentucky’s revenue system, though certainly in need of
reforms that help revenue better track the economy, has a more balanced and reliable mix of
revenue sources. As mentioned earlier, Kentucky’s main sources of General Fund revenue are
the individual income tax, comprising 40 percent, and sales and use taxes comprising 34 percent,
respectively, of total revenues.53
Findings
This study was intended to examine the impact of personal income tax on state
government revenue. In order to examine the impact, three main questions were explored: the
impact of income tax cuts on Kentucky’s revenue, the tax burden on taxpayers and the fairness to
taxpayers, and the economic impact on the two states based on their respective imposition of
income taxes—Kentucky as an “income tax state” and Tennessee as a “no income tax state.”
•

Tax cuts have a significant impact on revenue in Kentucky. This finding is in support of
Brunori’s findings that tax cuts have made personal income taxes less progressive with a
corresponding significant adverse impact on revenue generation. Although strong gains
in sales and gross receipts were offset by declines in the income and property taxes,
General Fund revenue is not generating enough to fund vital public services such as
education, health, and other public services.
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•

This analysis found that tax cuts affect tax distribution in both Kentucky and Tennessee.
In Tennessee, compared to wealthy families, low-and middle-income families pay more
in sales taxes because they have to spend a larger share of their income to meet their
basic needs. In addition, Tennessee’s revenue system is regressive as a result of its heavy
reliance on sales taxes and lack of a broad-based income tax. Similarly, Kentucky’s sales
tax changes have caused a tax cut for the wealthiest and a tax hike on the low- and
middle-income families. Thus, low- and middle-income families pay more of their fair
share than do wealthy families. On the other hand, Kentucky’s tax system is less
regressive but gradually shifting its reliance from income taxes to sales taxes. Further,
Tennessee’s low-income group pays more of their fair share in taxes compared to
Kentucky’s low-income group due to the heavy reliance on sales taxes and lack of a
broad-based income tax.

•

Factors that influence economic growth include but are not limited to population,
household income, and employment. This study shows that Tennessee performs better
considering population and employment factors. Tennessee is growing faster than
Kentucky, an indicator that people do not migrate based on tax burden alone; something
else must have attracted people to Tennessee despite its tax regressivity. Mostly,
migration happens for job, family, and other quality of life factors—not taxes. Overall,
both Kentucky’s and Tennessee’s population growth effect are positive.

•

The median household income of both Kentucky and Tennessee fairs better than the US
average household. Over the past decades, half of the households in Tennessee have
income above the median income level and half are below the median income compared
to the households in Kentucky, adjusted for inflation. In other words, there is significant
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gains in median household income in Tennessee than Kentucky in the last ten years.
While the median annual income of both states is low compared to the nation as a whole,
the cost of living index of both states is below the US average index of 100. However, the
cost of living in Tennessee is slightly higher than Kentucky’s with 0.04 percent change.
•

This analysis found employment growth better for Tennessee than Kentucky. Kentucky’s
unemployment rate was well above the national unemployment rate and higher than
Tennessee’s unemployment rate. Tennessee’s unemployment rate is very low compared
to national unemployment rates, reflecting its positive economic position.

The impact of the pandemic could have been thought is responsible for the low fiscal and
economic performance of Kentucky post tax reform, compared to Tennessee but the study found
the trend of their performances in the last ten years showed contrary opinion. Overall,
Kentucky’s revenue system, though in need of revenue to keep up with public services, has a
more balanced and reliable mix of revenue sources compared to Tennessee’s revenue system.
Limitations
This analysis has limitations that must be mentioned. First, it must be noted that the data
analysis is limited to General Fund revenues and expenditures, the General Fund provides
Kentucky and Tennessee’s primary pool of revenue (mostly taxes) generated within the state.
Secondly, the findings of this analysis are limited in their external validity and cannot be
generalized to other income and no-income tax states. This is due to differences in tax structure
of other states.
Recommendations
As a result of this study, the following recommendations are made:
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•

Kentucky should consider generating additional revenue by investing more in
education. This will increase the education and skills level of the employees, increase
the number people in high-paying jobs, which generates greater tax revenues. To this
effect, generating more revenue would encourage state policymakers to avoid or
reduce budget cuts and invest more in education, improve infrastructure, and
strengthen “rainy day” funds to meet unforeseen circumstances.

•

Kentucky should review tax breaks. Reviewing tax breaks—income tax deductions,
exemptions and credits—for the wealthy would help ensure wealthy families as well
as low- and middle-income families pay their fair share in taxes. Consequently, will
give the state more revenue to invest in public services. As a result, personal income
tax rates will maintain its progressivity within the tax system.

•

Tennessee should consider shifting some of its reliance from sales taxes to income
taxes. This will allow the tax system to be less regressive and ensure that wealthier
taxpayers pay their fair share while providing lower tax rates for middle-income
families. Tennessee should be discussing possibly revising its revenue policy changes
to help shift some of its reliance from volatile taxes to less volatile taxes. Alternative
sources sourcing of additional revenue would help generate more resources for
decision makers to invest in public services.

•

Kentucky should adopt the Institute on Taxation and Economic Policy (ITEP) model
for evaluating tax incidence analysis. Tax incidence analysis makes it possible to
accurately judge the fairness of tax reform proposals. The ITEP model is capable of
estimating the impact both on tax fairness and overall tax revenues. Further, the
model is useful in analyzing virtually any change considered being made to the major
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tax sources relied upon by state governments. This will help the state make better tax
policy decisions.
Conclusion
Whether policymakers decide on cutting or raising personal income taxes, this can
significantly affect state government revenues—either negatively or positively, most especially
states whose primary source of revenue is personal income tax. Kentucky’s major tax reforms,
although, provided a broader tax base while lowering rates, it was not without opposition.
The study found that personal income tax cuts had significant impact on Kentucky’s revenues.
Strong gains in sales and gross receipts were offset by declines in the income and property taxes;
consequently, Kentucky is not generating substantial revenue for investment on vital public
services. Tax cuts added more tax breaks for the wealthiest people, and low- and middle-income
families pay a greater share of their incomes. Claims that tax cuts will improve the state’s
economic performance have not worked well in the past and are not working now. Kentucky, a
state with an income tax, has lagged behind the economic performance of Tennessee, a state
without an income tax. Further, Kentucky lags behind Tennessee in population and employment.
There are significant gains in median household income in Tennessee than Kentucky in the last
ten years. Additionally, Kentucky’s revenue system—though in need of revenue to keep up with
the economy—has a more balanced and reliable mix of revenue sources compared to
Tennessee’s revenue system. The impact of tax cuts has effects on state government revenues.
Raising state income tax provides a way of ensuring that high-income families pay their fair
share as well as low-middle-income families. Therefore, progressive personal income taxes
should not be made regressive through tax cuts that may subject low- and middle-income earners
to paying higher tax rates that may put the funding of public services at risk.
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